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SUMMARY

In its Comments, AT&T complains that the proposed new rules would hinder its

ability to "respond effectively to competition in the rivalrous interexchange marketplace."

Translated, this means that they would somewhat constrain AT&T's abilility to raise prices to the

majority of its residential customers.

Raising prices to most ofone's customers is an unusual way to respond to

"rivalrous" competition. But that is what AT&T and its putative competitors have been able to

do for several years. AT&T never explains how lockstep price increases could occur in a

"rivalrous" marketplace characterized by rapidly decreasing costs. In fact, such price increases

are a classic symptom ofmarket power.

The Commission has concluded that basic MTS and alternative pricing plans

("APPs") are "like" services. Eligible customers choose between them based solely on price.

Judicial precedent requires the Commission to examine the costs of like services and articulate

with precision the justification for any differences in price. No such justification offers itself for

APPs. AT&T says only that ''the averge cost of serving 'low volume' customers is significantly

higher than the average cost of serving 'high volume' customers." There are at least three things

wrong with this assertion.

First, AT&T defines "low volume" as ''under $3 a month", which does not

correspond to the customer base for basic MTS. All evidence suggests that basic MTS is already

a highly profitable service.

Second, AT&T has not said what the cost ofproviding any service to any

customer or even customer segment is. AT&T complains that to do so would be "burdensome."
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Whether or not this is the case, its refusal deprives the Commission of the only evidence that

would justify the price discrimination between basic and discounted MTS.

Third, when it refers to the "average cost" of serving "low volume" customers,

AT&T appears to argue that MTS price increases are needed to recover some form of fully

distributed cost that allocates fixed costs and overheads to customers (albeit with the allocations

undisclosed). This is wrong, both as a matter ofeconomics and a matter of law, and contradicts

AT&T's claim to be a competitive enterprise. As an economic principle, competitive enterprises

are content to recover the incremental cost ofa service. As AT&T's consultant Prof. Willing

indicates, they set prices for individual customers or customer segments based on marginal costs

and elasticities, not by allocating non-assignable costs. As a legal principle, not since rate of

return regulation has there been any presumption that carriers should be entitled to recover their

"average costs" from every customer. AT&T has never availed itself ofthe option of filing an

above-band price increase for "low volume" customers supported by an average variable cost

(AVC) showing. We suspect the reason is that the incremental costs of providing MTS service

to basic and discount customers are the same, and that there are few, if any, MTS customers from

whom AT&T does not recover its marginal cost. More evidence would be needed to justify the

Commission's (let alone AT&T's) proposal to let basic MTS rates continue to increase.
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Before the
FEDERAL COMMUNICATIONS COMMISSION

Washington, D.C. 20554

Policy and Rules Concerning Rates for Dominant
Carriers

CC Docket Nos. 87-313,93-197
Revisions to Price Cap Rules for AT&T

REPLY COMMENTS OF PACIFIC BELL AND NEVADA BELL

Pacific Bell and Nevada Bell (the "Pacific Companies") hereby respectfully reply to

the Comments of AT&T Corp. ("AT&T") in the above-captioned proceeding.

AT&T calls the proposed rules "a step backwards" because they "would inappropriately fetter

AT&T's ability to respond effectively to competition in the rivalrous interexchange marketplace."

(AT&T, pp. 3, 5.) But AT&T's own actions suggest the interexchange marketplace is far from

"rivalrous":

• AT&T vigorously opposes new facilities-based entrants to the
interexchange marketplace.

• AT&T vigorously opposes any constraints on its ability to increase
prices. AT&T supports the removal ofprice caps from all services. In
the alternative, AT&T supports the inclusion ofpromotions and
optional calling plans (collectively alternative pricing plans, or "APPs")
in price cap regulation, provided that the flexibility this creates to
increase basic MTS prices is unconstrained.

• AT&T has raised basic MTS rates for several years running. Whether
these rate increases are offset by APPs, we cannot say. Contrary to the
Commission's rules, AT&T does not file supporting materials
"sufficient to establish compliance with the applicable bands, and to



calculate the necessary adjustment to the affected APIs and SBIs,,,l or
other supporting materials required by the rules.2

• On August 1, 1995, AT&T's access costs will fall by about $680M
annually. None ofAT&T's rates, however, will be reduced.

For reasons we stated in our Comments, we support deregulation of competitive

markets. The long-distance business is not fully competitive. Until other facilities-based carriers

(such as the BOCs) are allowed to compete, the proposed rules may be inadequate to prevent

further, anticompetitive MTS price increases and the resulting likely erosion of universal service.

But the proposed rules are better than nothing. And what AT&T advocates (reclassification as a

nondominant carrier) is just that -- nothing.

In competitive markets, prices do not ordinarily rise when costs are falling. AT&T's

suggestion that basic MTS prices have increased because the market is more competitive than it

used to be, proving that prices should be allowed to increase some more, is an astonishing chain of

illogic. It is also unsupported.

I. AT&T's Market Power

Referring to the issues currently being considered in CC Docket No. 79-252, AT&T

says, "AT&T no longer has any market power in the interexchange market. Any attempt by AT&T

to engage in supracompetitive pricing would necessarily fail, because it would result in a substantial

loss of customers to competitors. In the two years since AT&T filed its reclassification motion,

competition has intensified to new levels, which has made price cap regulation even more

1 47 CFR section 61.49(b). See letter from John W. Bogy, Senior Counsel, Pacific Bell to William
F. Caton, Acting Secretary, FCC, July 7, 1995. AT&T also does not file information to support its
"estimate" of the required access charge reductions (the "Delta Y"). See Bell Atlantic Petition to
Deny (AT&T 1995 Price Cap Filing), July 7, 1995.

2 See 47 CFR Sections 61.44(b), 61.46(a), 61.47(a), 61.49(a).
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burdensome and obsolete." (AT&T, pp. 6-7.) To support this contention AT&T makes four points.

None ofthem is persuasive. We respond briefly to each one below.

1. "]t is well established that AT&.T's competitors have enormous excess capacity

and could absorb a substantialportion ofAT&T's traffic in a short amount oftime•.•. This excess

capacity creates an inherently unstable situation that effectively precludes the possibility ofany

oligopolistic collusion." (AT& T, pp. 8-9.) Excess capacity can indicate the absence ofmarket

power. But in practice, as Prof. MacAvoy shows in his Affidavit (appended as Exhibit A), it has

done nothing to upset the oligopolistic structure ofthe long distance market.

AT&T complains that the proposed rules impose "additional regulatory burdens that

uniquely disadvantage AT&T." (AT&T, p. 25.) This glosses over a central hypocrisy in AT&T's

position. AT&T's opposition to "additional regulatory burdens" is strictly conditional. AT&T

itself does not seek the removal ofAPPs from price cap regulation unless all services are removed

from price cap regulation. AT&T's concern is maximizing its ability to increase revenues, not

avoiding regulation.

2. "Basket 1 customers are well aware oftheir choices in the interexchange

lIUlrket, and are ready and willing to switch carriers whenever it suits their needs. The most

drallUltic illustration ofthis is the rate ofcustomer Ichurn' in recentyears, which has been

increasing rapidly." (AT&T, p. 9.) Neither churn among residential customers, nor the ad

campaigns that prompt it, prove that the interexchange market is competitive. Firms that are not

competing on price often shift their efforts to attracting customers through advertising and "lump

sum rewards" (AT&T, p. 10). Once the lump sum reward is spent, the customer, now paying the

same old supracompetitive prices, has every incentive to switch carriers again. "Churn" is just as
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much evidence of consumer frustration as it is evidence of competition. Thus, it is not generally

considered by economists or antitrust courts to be relevant to market power.

3. "The steep decline in prices that has occurred in the interexchange market

since divestiture is another strong indicator ofcompetition. AT&T's average revenue per minute

(''ARPM', declined by 63 percent between 1983 and 1992." (.4T&T, p. 11.) ARPM fails to prove

anything about competition because it measures neither prices nor profits -- nothing that directly

indicates the level of competition in a market. Thus, ARPM can decrease even as prices and/or

profits are increasing. A reduction in cost does not affect ARPM at all. AT&T's recent decision to

reduce no consumer prices after a $680M reduction in access costs3 did not change its ARPM, for

example, but it did substantially increase AT&T's profit margins on all services that include access

AT&T says that the reason that ARPM has declined "is that customers continue to

migrate to the lower priced services that competitive market forces have made available to them."

(AT&T, p. 11.) Indeed, AT&T claims that ''total savings ... exceed $1 billion annually." (AT&T, p.

33.) But $1 billion less than what? These "savings" are merely discounts from AT&T's basic MTS

rates, which under current price cap rules may be increased to offset the discounts, with no overall

3 See "AT&T to Pass $350 Million in Savings on to Consumers," Wall Street Journal, May 19,
1995, at B4; Mike Mills, "Critics Doubt AT&T Plan to Pass on Lower Rates," Washington Post,
May 19, 1995, at F3; letter from M. F. Del Casino, Administrator - Rates and Tariffs, AT&T, to
William F. Caton, Acting Secretary, Federal Communications Commission, June 22, 1995. AT&T
plans only to "extend" its TrueUSA plan. This discount will expire after a few months, which
would mean a revenue increase for AT&T as well as a pennanent access cost decrease.

4 See our Comments, Exhibit A (Taylor and Zona).
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reduction in consumer prices. Indeed, to the degree that AT&T can reduce its APls and SBls by

projections ofdiscounts it offers on intrastate calling, overall consumer prices may even increase.
5

Actions speak louder than ARPMs. AT&T's costs recently fell by $680M, but its

prices remained the same. Now AT&T seeks relieJfrom the requirement that revenue increases

from basic MTS be limited to the amount of lost revenue from discounts, relief that would allow its

overall revenues to increase. These actions are impossible to reconcile with "rivalrous"

competition.

4. "BllSket 1 customers have a broad array ofchoicesfrom numerous competing

/Xes•••• AT&T's competitors have become increasingly strong companies and have substantially

diminished AT&T's share ofthe interexchange 1IUlrket." ~T& T, pp. 11-12.) More than a decade

after divestiture, AT&T, MCI, and Sprint are still the only national, facilities-based carriers,

accounting for 97 percent of all interexchange fiber placement.6 As Prof. MacAvoy shows, after

1989 the market concentration ofAT&T, MCI, and Sprint stabilized' -- and MTS rates began to

rise.

AT&T complains of ''the Commission's unsupported and incorrect assumption that

AT&T may have the ability to exercise market power in Basket 1 services" (AT&T, p. 16). But the

ability to raise prices while costs are falling, without losing customers, is classic evidence ofmarket

5 See letter from R. Gerard Salemme, Vice President - Government Affairs, AT&T, to Kathleen
Wallman, Chief, Common Carrier Bureau, FCC, May 11, 1995. For examples of such "wraparound
discount" filings, see AT&T Transmittal Nos. 8155 (February 10, 1995), 8155-A (February 13,
1995),8156 (February 10, 1995), and 8278 (March 10, 1995).

6 Jonathan M. Kraushaar, FCC, Industry Analysis Division, Fiber Deployment Update, EOY 1993,
Table 2 (May 1994).

, See Affidavit of Paul W. MacAvoy, United States v. Western Electric Co., Civ. No. 82-0192
(Dist. Ct. D.C.), appended hereto as Exhibit A.
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power. It fully explains why AT&T opposes new entrants and seeks more flexibility to increase

prices. It cannot be wished away.

II. AT&T's Discriminatory Prices

As the Commission noted (FNPRM, para 38), basic MTS and APPs are "like"

services. Customers view them as equivalent except for price. AT&T's prices for them are

discriminatory. Yet, as we pointed out in our Comments, AT&T has never shown that its

discriminatory price structure for these services is justified by any difference in cost. Such a cost

showing is what the Communications Act requires to justify price differences between "like"

services. If the cost is the same, the Commission "must articulate with precision its reasons for

tolerating any discrepancies it uncovers" in the prices.8

AT&T has offered up factoids, anecdata, unsupported assertions -- anything but

evidence of the difference in cost between discounted and undiscounted MI'S services. AT&T says

that ''the average cost of serving 'low volume' customers is significantly higher than the average

cost of serving 'high volume' customers." (AT&T, p. 32.) But AT&T defines "low-volume"

customer as "under $3 a month," which is not the only customers whose rates it seeks flexibility to

increase. AT&T never denies that it makes a healthy profit already from the majority of its

customers who make less than $10 a month in calls and, hence, do not benefit from APPs. Or, in

AT&T's words, customers whose "preferences for making relatively few calls will render them

ineligible" for discounts. (AT&T, p. 36, n.66.)

8 MCl Telecommunications Corp. v. FCC, 842 F.2d 1296, 1307 (D.C. Cir. 1988). See also 842
F.2d at 1303, and AdHoc Telecommunications Users Com. v. FCC, 680 F.2d 790, 796, n.13, 797
(D.C. Cir. 1982).
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AT&T wants to have it both ways. AT&T refers to cases holding that a

discriminatory rate structure "is not unlawful if it is justified by the cost of the respective services"

(AT&T~ p. 34~ n.62)~ but AT&T refuses to say what any customer~s or service's cost is. (See

AT&T~ p. 37~ n.67.) AT&T complains that to do so would be "burdensome." (AT&T~ p. 35.) The

"burdensome" exception is not found in any cases. It is found only in AT&T's Comments.

Moreover~ it is difficult for us to believe that it would be "burdensome" for AT&T to disclose its

incremental costs for discounted and undiscounted MTS. Not only must AT&T know what its

incremental cost is to be making profitable business decisions, but it is required to file incremental

cost data for new services it proposes to offer in California.9

AT&T's costs, though, are widely known to a fair degree ofaccuracy. And all

evidence suggests that AT&T's incremental costs are not different for different MTS customers.

When AT&T applied to the CPUC for permission to offer various volume discounts in California~ it

testified that its network costs were "approximately $0.01 per minute ofuse."lO From such

evidence~ it is safe to conclude that the network cost of serving "low volume" customers will not

break AT&T~ the most profitable of the Fortune 500, anytime soon. The other two major costs of

providing toll services that AT&T has identified are usage-sensitive~ so that, if they pay the same

usage prices~ "low volume" and "high volume" customers contribute to them in cost-causative

proportions. These are access costs and billing costs. 11 Ifan AT&T customer that we bill makes no

calls, as AT&T complains 10 million ofits customers fail to do each month (AT&T, p. 37~ n.67)~ to

9 See Re AT&T, D.90-11-029, 38 Cal. P.U.C. 2d 126~ Ordering Para. 1 (1990).

10 Initial BriefofAT&T Communications of California, Inc. (U 5002 C), A.88-07-020~ A.88-08
051, and A.89-03-046, filed June 18~ 1990, p. 45.

11 See our Comments~ pp. 11-12.
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the best ofour knowledge AT&T incurs no marginal network costs, access costs, or billing costs for

that customer.

Ifthere is any truth to AT&T's claim that "basic schedule rates do not even cover

AT&T's costs" (AT&T, p. 37), it is only because AT&T means average costs. (See AT&T, p. 32.)

Here again -- and we remind the Commission that AT&T has offered no evidence of average cost,

incremental cost, or any other cost, of any customer -- AT&T wants to have it both ways. AT&T

wants to be treated as a competitive enterprise, contending that the long distance market enjoys

"rivalrous competition." Competitive fIrms will offer a service if they expect to recover the

incremental cost ofthe service. But like a monopolist, AT&T complains that "the average cost of

serving 'low volume' customers is signifIcantly higher than the average cost of serving 'high

volume' customers." (AT&T, p. 32; emphasis added.) The difference between incremental cost

and average cost (e.g., fIxed costs and overheads) is by defInition not caused by any particular

customer for a service. Since "high volume" and "low volume" MTS customers are customers of

the same service (MTS), AT&T's statement is either untrue, or AT&T is using a form of fully

allocated cost that would be wholly irrelevant to the decisions of a competitive enterprise. AT&T's

unexplained and apparently self-serving references to its "costs" underscore the need for the

Commission to examine the respective costs of basic and discounted MTS service.

In any event, the requirement for AT&T to recover a contribution to average costs

from every customer went out with rate of return regulation. Under price caps, it is no longer to be

expected that all customers will contribute equally to the difference between marginal costs and
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average costs. The specific aim ofprice caps is to allow "second best" pricing, in which some

services recover their incremental costs and no more, just as they do in competitive markets. 12

AT&T also argues that price discrimination between basic MTS and discounts is

reasonable because "discounted rates are reasonably accessible to all customers." (AT&T, p. 36.) It

cites cases holding, for example, that discrimination is not unreasonable when "customer choice,

rather than a carrier-imposed barrier, controls the availability of the discounted rate." (AT&T, p.

36, n.65.) We agree with AT&T that discounting can increase consumer welfare. But AT&T has

made no serious attempt to justify these particular discounts, and it has misconstrued the legal

standard in thecases it cites. In essence, AT&T says that if a customer does not make enough calls

to qualify for the discount, the customer has not been unjustly discriminated against, because he

could have made more calls. Almost any "carrier-imposed barrier" would be reasonable judged

against such a standard, provided the customer could have overcome the barrier by making different

(even irrational) purchasing decisions. It does not inquire whether the discount is justified by cost

or competitive criteria. It would allow the very act of discrimination to justify itself. It is AT&T,

after all, who determines the customer's purchasing decisions by setting the discriminatory price

points in the first place.

As even AT&T seems to concede (AT&T, p. 34), the Communications Act requires

a showing that discriminatory prices for like services are justified by differences in costs and

competitive conditions. AT&T consciously has declined to make such a showing. None of

AT&T's costs for any service or customer are ever disclosed. Why AT&T's prices and profits

should rise as competition supposedly increases is never convincingly explained.

12 See National Rural Telecom Ass'n v. FCC, 988 F.2d 175,182 (D.C. Cir. 1993).
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There are strong economic arguments for certain types of discounts. Prof. Willig

articulates this point well in his Attachment to AT&T's Comments. But in AT&T's case it is not

very probative. To his credit, Prof. Willig neither asserts that AT&T's basic MTS rates must be

raised to recover their costs, nor contends that "average costs" are the economically relevant costs to

recover, nor says there is any difference in cost between serving basic and discounted MTS

customers.

UI. MTS Prices and Universal Service

The Commission asked whether increases in basic MTS rates affect the availability

oflocal telephone service (FNPRM, para. 61). For reasons we stated in our Comments, when price

increases in basic MTS coincide with a statistically significant decline in telephone penetration, it .

strongly suggests that a correlation may exist.

AT&T makes two obvious misstatements about this. First, it selectively reads and

therefore misrepresents the Commission's own data, saying, "although the November 1994

[telephone] penetration level declined by 0.4 percent from the percentage ofhouseholds with

telephones a year earlier, the Commission's study concludes '[t]his decline is not statistically

significant. '" (AT&T, p. 31, n.56, citing "Telephone Subscribership in the United States," Industry

Analysis Division, Common Carrier Bureau, April 1995, Table 1.) But the more recent Monitoring

Report in CC Docket No. 87-339 adds, "The annual average penetration rate for 1994 was also

93.8%, which is down 0.4% from the 1993 annual average penetration rate. This decline is

statistically significant.,,13 For reasons that Report explains, the annual average penetration rate has

13 "Monitoring Report, CC Docket No. 87-339, May 1995," Federal and State Staff for the
Federal-State Joint Board in CC Docket No. 80-286, p. 13 (emphasis added).
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a higher confidence level than the rate ofhousehold subscribership.14 AT&T omitted the more

reliable statistic, apprently because it was harder for it to accept.

Second, AT&T says of studies including the Field Research Corp. (PRC) study

(conducted for Pacific Bell and GTE at the direction of the CPUC), "these same studies suggest that

subscription to premium ~services(~, call waiting, call answer, and unpublished numbers) is

strongly correlated with disconnection oflocal service for nonpayment." (AT&T, p. 30; emphasis

in original.) There is no such "strong correlation" in the FRC study. The only finding remotely

relevant to this claim relates to customers, not non-customers. It says, "Those who have any of the

Custom Calling Services (CCS) do not find telephone service as affordable as those who do not

have any CCS services (59% "very easy" vs. 64%). The CCS customers also report a higher

incidence ofhaving problems paying their telephone bill." IS The correlation suggested in the study

is thus between customers' perceived ease ofpayment of their bill and their subscription to CCS.

The percent figures reported have a range oferror ofplus or minus 3%,16 which makes the

correlation potentially statistically insignificant. Moreover, no correlation is suggested between

subscription to CCS and disconnection ofservice.

IV. Conclusion

Until new facilities-based carriers bring competition to the long distance market, the

proposed rules would be inadequate to protect against discriminatory price increases for the

majority of long distance customers. In the meantime we urge the Commission to reaffirm its

14 Id

1S Field Research Corporation, "Affordability of Telephone Service", Vol. 2 (Customer Survey),
Table 4.7A.
16 Id atA-26.
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previous policy of limiting AT&T's flexibility to increase basic MTS rates. Since the current

"residential index" has not effectively limited basic MTS price increases, we also support the

proposal to replace it with a "basic rate index" (BRI) that would not include discounts or

promotions. There should be no upward pricing flexibility in the BRI.

Respectfully submitted,

PACIFIC BELL
NEVADA BELL

140 New Montgomery Street, Rm. 1530A
San Francisco, California 94105
(415) 542-7634

JAMES L. WURTZ
MARGARET E. GARBER

1275 Pennsylvania Avenue, N.W.
Washington, D.C. 20004
(202) 383-6472

Their Attorneys

Date: July 24, 1995
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lNTH!
UNlTED STATES DJSTIUCT COURT
FOllnIE Dlmucr OF COLUMBIA

UNITED STATES OF AMERlCA,

Plaintiff,

v.

WESTERNELEcnuc COMPANY, INc.,
AND AMERICAN TELEPHONE AND
T!LEGIV.PH~ANY,

DefeDdaDts.

)
)
)
)
)
)
)
)
)
)
)
)

Civ. No. 82-0192 (HHG)

An'IDAVIT Of PAlJLW. MAcAVOY

1. My DIme is Paul W. MllcAvoy _ I bold the' WiJJjns Brothers Professorship in

MaaaemeDt Studies at the Yale School of Meapment. Curready I lID also Dean of the

School, aDd formerly I was DeaD -.d Olin Professor at die UDiversity of1lochester's William E.

Simon Gnduate School of Bn';"", AdminimaD.cm. At the Ma8'C1mIetts lDsthute of

TecJmolOlY in the 19705 I WIS the Heary R.. Lace Professor ofPublic Policy. At Yale in the elrly

19805 I was the SteiDbKh Professor of OrpniDrion ad MaDapmeDt aDd later 1be BeiDecte

Professor ofEcoDomics. My M.A. aad Ph.D. deInes m ecoDOIDics.-e from Yale UDiversity,

and my A.B. cIepee as well as m hcmorary doctorate come from Bates eon.. In 1981, I was

elected to the American Acldemy ofArts IDd ScieDces.

2. My profeaiODll work bas ceataed on repJation IIId SU*Pc cIeciIioD w ldn• by

firms in the meqy, 1rIDlpC'litatiOD, ad C»'limUDicalioas iDdustries. I haw IUCborecl DUIDerOUS

joumal II'ticles al sixteeIl books, iDcludiDa most receDt1y 1IrtbIstry bplllttD" tIIId tM

Per/tmNlItCe of tM bwriCQII Economy (W.W. NortoD 1992). I have served em the editorial



boards of IIwn1 joamals .. was 1be"'a editor of 'die Bell JOIII'1fQ/ ofEcopt()"gcs tl1'IIi

~Sci6ta. My writiIIp 011 replatiOll have been refaeoc:ed by the Supeme Court of

the UDited States ill four....cases, ad by lower federal courts in more than twenty cases.

3. A ccmsidcrable pII't ofmy career bas bleD deYo1ed to public service. In 1965-66, I

served as sd emnomist OIl the CcnmciI of Ea3Domic~ Ed in 1966 was a member of

PresideDt Jolmson's Tak Farce 0Il1be ADti1rust Laws. DariD& the Ford wtministration, I was a

member of the Presidatt's CouDciI of EcoDomic~ ad co-cJwhman of the President's

Tak Force OIl R.ep1Itory Reform. PJesiclCllt c.. lppOiDted me to 1be Council of the

~ve CoDftnDce of the UDited. Stites, IDd PraideDt Jeap" appointed me to the

NatiODal ProdUctivity Advisory Commitree. My work ill WlSbinaton his also included

fellowships at both tile Brooki"ls IDstitution ad the AmeriCID EDtcrprise 1Dstitute.

4. In Iddition to 1beIe policy-re1lled ICtivities, I have served as a member of the

board of diJectors for IeWftl COI'pOJltions, iDcludiq eweutJy~ CoJpozltion, .Americm

Cyaumid ComPaY, tile CbIIe M'Db11tln B8Dk CcnpoilDOD, lind LaFarp CoIpoIation. My

previous directonhips have Ududed Colt 1Dd\1Itries. IDe., Combustion EnP-rina, Inc.,

Columbia Gas, ad the UDited s.es Syidbedc Fuels CorpozatiOlL I have coasu1ted ad teslified

in DUIDCI'OUS mti1Nst IDd replatory pmarinp. From 1971 to 1982, I _steel the Americm

Te1ephoDe and Telepaph CompIDy in hmin& its aatilrust defeDIe IIr'ateIY in the IOvemment'S

divestiture case, which procluced the Modification ofFinal Jl1ctl"'eDt (MFJ).
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Sl1MMAlty OF FINDINGS

5. This affidavit provides a detailed ISIessrueut of me extent of competition in

mous mckets for interLATA services. My principal6nd;np are IS follows:

• Both business and other intaucbaDle IDII'kets have been hip!y ccmcenttated at
olilopoly levels since the 1984 divestiture. WbiIe corac:eutnItion fell in the late 19805,
it stabilized in the 1990-93 period. The DeWly pined stability in shares bas made it
possible for ATetT, MCI, ad Sprint to set their prices simultaneously at
noncompetitive levels, as if in "tacit collusion."

• A number of important conditions in these markets have been hiahlY conducive to
tldt collusion ill price sea:iD& but not to the development of other more competitive
fcmns of iDtcrfiJm behavior.

• TlCit collusion in priciDa iDta'LATA JerVices was supported by the tari1JiDa process
of the Federal ConnmmiCltiODS Commission (FCC or Commission) even when the
Commission tried to make priciD& more competitive.

• The priee-c:ost aqiDs for iDterLATA IIMces del' 1990 have iDcreaed wbile
concentrItion his stabiliad in various mmkets. Ratber tban mmbts becmnjDI more
competitive IS finDs shares of sales became more equal, these markets have become
more tacitly collusive in priciDa. Di1f'eleDCeS ill price-cost mqiDs ICI'OSS m-kets
have followed a systematic pauan ccmsistent only wi1h tIcit collusion.

6. These fjnctinp CODClusively show tbat ATaT, MCI, 1IDd Sprint have DOt let prices

for iDlerLATA services ~Yely. To 1be COD1rIIy, 1beIe 1Irree firms have developed market

shariD& IDd idmtic:aJ priciDa pdmU to III exteat tbat results in • classic cae study ill tacit

collusion. EJimiMrina the MFrs iDterLATA restriction at penDiUiDa 1be 1leIicmal Ben

0peratiDa CompIDies (RBOCs) to compete api_1be cuneDt priciDa manpmeat oftbe inter·

excbaD&e camers could ODly move markets toward CCCIlIJitition eel iDc:reIse CODSUIDeI' welfare.
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1. The ... of ctaP'titioD ill 1oDa..ctiataDce tIleoom"'lmicftons cIeteImiDes the

IOUDdrJess of arpaw'* for OOIJtiDDina Ji:De.of·blJliMIs I'IItric:tioDs aa1be eatry of the Reaicmal

Bell 0peratiDa eom.-aes <RB0Cs) into tbeIe Ia'\'ices. This atBdavit provides 111 auessment of

the performance of nistina 1Irp cmicrs to detmmiDe whether Jllflic:ieDt "competition" DOW

prevails bued 00.. for Mcampe.tition" ill eccaomic.-lysis. My 1IIItS for price bebavior over

the last decide establish tIIat AT&T, Mel, ad SpriDt have DOt~ ill mous loaa-d.istaDce

Ia'Vice JllWl'kets aDd dill die pItt'm of prices ICIOIS 1I:IeIe .-vice markets has been

systaDItiCllly DODCOWjIedtive. To nmedy 1bis coDditicm, tile DOCs sbould be allowed to use

ClplCity a1reIdy ill place to 0& competitive services; 1I1us tile Irti1iciIl bmier crated by the

MF1 that blocks tbaD hID o&iDa iDlerLATA III'Vices should be e1iminetecl I have advocated

for the put teD yeII'S that the RBOCs sbould be allowed to provide mterLATA.mces,l aDd my

fartbe:r aalyses baed OIl new evideDce reportecl in tbis IfBdavit CGnAnns ad IInqtheas my

arJier policy prescription.

s. Some pnMous ItUdies have CODC1uded, 10 tile COdIIay, tbIt ccapetioon DOW

prevails in1be provision ofIClDl-diJtlDce ICI'Yices. lbae Ire flawed becauR1bey haw relied too

extasively on stnJcbn1 iDdicators ofCODCeIIbation aDd have DOt emnftwl bow priciDg in IClUa1

.-vice has in fact ... p.ee. Ia its nport on CtllllJ1'llllt» lit • ltrtG7tlll~~

MtlratplDc~, Aupst 1, 1991, the fedaal ConnmmicatioD Commissjon fOaDd 1bat competition

WIS extcDsive mouab to justify IIIDOViD& much ofits price replltiaa ofAT&T's .-vices.2 The

CommissioD ptbend evideace on market sbIIes aDd tile supply CIpICities of1be c:aniers, u well

IS the cfemand eluticities of the customers, in .,eific kma-e:tistlDce markets. In reviewiDa this

I Paul W. MKAvoy & 1CaDIth RobiDsoD, WimIbrg by I.omtc: 77Ie ..4T&TSdlatmt and Its
1JIIpGc1 on T,leCO~01lS, 1 YAL! 1. ON REG. 1 (1913) (hereiDafter WinPIbIg by Losblg);
Paul W. MacAvoy .t ICenDf!Ih RDbiDsoD., I.omtc By JudicitJJ Polil:yrrulJr:mg: TIte Fun Y,(I7' O/IM
..4Tcl:TDiwmtrlT" 2 YALE 1. ON REa. 22S (l98S) (he:reiDafter Lomg byJudicitJJ Polit:ylllQki1lg].

2 Competition in the IDtetstate 1DterexchaDae Marbtp1lce, 6 F.C.C. Red. 5880 (1991).
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evidence, it concluded: "[W]e ~eve and me record CODfirms that competition in business

services is tbriviq. that AT&T's competitors are powing, IDd that consumers are benefiting

from these occum:DCeS.tt3 Based on this fiDding, the Commimon removed. AT&T's business

services from price-cap regulation, effective as of November 1991.4 Two yell'S later, the

Commission also evaluated its evidence on concemration in the supply of 800 services and

concluded that this market was sufliciendy competitive to nmove AT&T from price-eap

regulation effective May 1993.' Tbe FCC's position relied most heavily 011 chlmges in market

structure for determiJ:IiDa that competition would protect consumers from monopoly or oligopoly

pricing.'

3 It/. at 5892.

4 It/. at5911.

5 Competition ill the r.a.. IDtauc'wnp M.rbtpllce, 8F.C.C. Rec:l3668 (1993).

6 The FCC~ its suuctural -.lysis with the findine that "AT.T's priciDa of
busiDels services siDce the illlplemeDtltion ofprice CIp repIIIioD.1eDds IddidoDII suwort to our
CODClusioD." It/. at 5819. But 1bIt support is talty. The PCC's position wu1bat siDce ICtU81
prices were~ below 1be aIlOVtWl "ClIpS" or ceiUnp, nrlrecs must be compedtiwly
priciDa. But these caps, billed OIl ....... over time to pIUductivity~ would DOt

• • • • • -~ "I"L.:..' b _.1.......· -'---lpJII()X1m* to pnces lit JD CCJIIIIl6titiYe~ &1IIa IS .:..&._ JXlClS are ,.
hiIbet tbID either competitive OJ' JIOD-COIIIIlC1itive mm.t prices. Sa Paul W. MKAvoy, Pric.S
Aft.,. Du.gII1atiDn. 1 HUM! PAPERS ON PuBuc PoucY, 42 (1994).
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9. ID awJied «momlCSt ..... of CCIIC«iDItiOll have been fouDd to be iDIdequIte for

detmninml die compedliYeDIIS of1DIrkets.7 To be sure, factua11D1lysis ofspecific mDets bas

7Tbe foUowiDa quDlldODS.e i.e. utative of1be position thIt wuceutlaDOIl measures Ire

iDsufticieDt for formwwdna COIIC1usions 0i11D11ket competitMDess:

Ccmceulilltion iwuces Ire It best caly • IOUIb we-u"eemai<ml iDctiCltOr of
JDDDOPOly power, IDd tbeU'u. must be _"Iced with CO'''''''OD .-.e.

FuDlJuCK M. SCHaD. .t DAVID Ross, INDt1sTJuAL M.wtET SntUCI'UItE AND EcoNOMIC
PsFODtANCE 79 (Houabton Mi1!lin Co., 3d ed. 1990).

An iDcreasiDa1Y iDflueDtial viewpoint teems to be that dUraeoc:es IIDODI
iDdusIries Ire 10 COiIIplex that simple .....izatioDs (for flX'DlP1e, few seUers
lad to hip profit raMS) Ire inVllid. What is Idvocated is to study iDdusIries OD a
cae-by-e:ae bIsis, IIpplyiDa aDd IdapIiDa economic models IS IIppI'OpDate to the
iDdustry in question.

W. VISCUSSI, J. VERNON.t J. HAlUUNGToN, EcoNoMIcs OF RBGULAnON AND ANTI'nlUST 54
(D.C. Heath a: Co. 1992).

[T)nditi0Dal ccmceualtion JDlllares .. aood pndictors ofmarket power m1the
efficiency oftbe iDdustry equilibrium. However, IS will be shown in the foUowiDa
secbODS. the pndietiw power of tbae meuures depeads crucially on whether
products are homopDeous or diffenatiaIed, whether eatry bmie:rs exist, IIId
whether firms ccapete with prices or quaatities.

DANIEL F. SPUl.BER, 1WiULA11ON AND MAJucrrs S04-OS (MIT Press 1989).

[W]hile it leaDS likely that iDcreated CODCeIdrItioD JMhCrS, other tbiDp equal,
we _ very fir from haviDa a decent specification ofjust wbat the other tbiDp _
and bow to JDeIS1II'C them. A policy 1bat u.s COIlC*ItIaUon levels in different
iDdustries should be bued OIl • tbeory 1bIt takes into .ccount the iDIDY other
pheDomeDa that mate iDdustries cti1fer in terms ofthe likelihood oftacit coUusion.

FkA.NJaJN M. FIsHEl, INDusnw. ORoANIZAnON, EcoNoMIcs, AND 11IE LAw 202'()3 (MIT
Press 1991).

ID • vIriety of ....-_ IIIIrket De IDd IDIIket CClIlCeDl1ItiOD data may either
UDderstate or ovenIIIte tbe likely future competitive sipUfiClilCt of a film or titms
mthemmet.
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foUDd that low~ such as four-firm shIreS of sales below 30 percent, can be

ISSOCiated with competitive price IDd o1JIpUt behavior.· However, studies of market ped'ormance

have eenainly DOt establisbeci that markets are always competitive where CODcenuaDon is biJh.

1Ddeed, no other study bas presumed that matbts would be competitive with three firms

providing almost all of the sales, and where the lqest finn bas twice the market share of the

second fum. Such hiablY CODCeIl1rlted markets have exhibited both DODCODlpetitive and

competitive pettems of priciD& IDd sales behavior depencfiDI 011 other conditions in those

1Mrkets. With OII1y tine lDIjor suppliers, limited recluetiODS in hip CODCCIl1Jation levels are

iD"dticiazt to iDdieate tbat competition exists in opendna ad stnIteIic behavior.

)o. Competition is a dyDamic plocess in which fiJms in amarket systematically strive

to improve their positions relative to their rivals. Tbat process drives fitm prices toWards

JDIrIiDal costs, reduciDa the firm'5 priceooCOst or opentiDa income maraiDs tDWards levels just

sufficient to support replacemmt of plaDt aDd~ Of course, uoexpected cbaDps in

demand IDd teelmolol)' preveDt the price level from ever reecbjna m.arp.al costs, ad thereby

ever eliminativi (excess or hiIber) profit ra.aqiDs. BlIt COIDJM'Citive behavior is r-Jized iDftilling

profit mqiDs, IS the number offizms iDcza.tes, aDd in retiIJced maqins, • the number becomes

sufticient to establish the competitive process. As Iwdi", films with IdvaDced teelmoloaies use

their cost Idvautaps to UDdercut rivIls' prices, both prices IDClIDm'IiDs should dIcliDe, Even so,

relatively hiP rIleS ofJI'Owth ofallCODd or third supplier .pDst the decUDe ofthe shire of the

1araat supplier is DOt sumcilDt to briDa about competitive results alODI these tiDes; certIiD other

CODditions mate it possible for the tine mms to avoid competitive priciDa while shires are

. dwnliDg in tbIt way.

MERGa GtJmEL.INEs IssuED BY JtJma DEPARTMENT, JuNE 14, 1984, AND ACCOMPANYING
POLICY STATEMENT 5-6 (B..-, ofNCoaal A6irs, IDe. 1914).

• "In pamJ 1be elm "... d:Iat tbere is DO relmoasbip betweal [DODCUIII"'dtive 1eYe1s of]
profi1:lbi1ity lad COIX8ItratioD. if [1be H.fiDdIb1 iDdex] is las tbID 0.250 or tile sbIre ofdie four
laraest films is less 1IIIIl Ibout 10 perceDt." GIoItGE 1. S'nCiLD, THE ORGANlZAnON OF
INDUSTRY S9 (Ric:blrci D. InriD, IDe. 1961).
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